We examine the relation between the information content of earnings (earnings response coefficients) and board and audit committee structure for a broad sample of more than 1,200 firms during 2001. We find that earnings are more informative the greater is the independence and the activity of the full board. Moreover, firms that have separated the CEO and board Chair positions appear to have more informative earnings. We also find that audit committee characteristics influence the information content of earnings. In particular, firms that have smaller audit committees have more informative earnings. However, we find that audit committee independence incremental to the independence of the full board is unrelated to the information content of earnings. 
Introduction
We examine the informativeness of annual earnings announcements for a large sample of publicly traded corporations as a function of corporate governance. Specifically, we focus on earnings response coefficients as a function of board and audit committee characteristics, including independence, size, activity, and the separation of the CEO and Board Chair positions.
Our research is conducted against the backdrop of increased regulation of US corporate governance. In 1999 the Securities and Exchange Commission adopted rules requiring that audit committees consist entirely of independent directors, have at least three financially literate directors, and at least one director with an accounting or related financial management background [Chung and Kallapur (2002) ]. Moreover, recent events and associated regulatory changes have provided the impetus for an even greater focus on the monitoring role of boards and audit committees. Indeed, the Sarbanes Oxley Act of 2002 represents a sea-change in the Federal oversight of the corporate governance process, oversight which has traditionally been the domain of the states. 1 SEC rulemaking seeking to implement aspects of Sarbanes-Oxley highlights two important issues. First, the accuracy and reliability of financial information used in investment decision-making is critical to the integrity of US financial markets. Second, the roles of boards and audit committees are considered pivotal in ensuring the integrity of corporate financial statements. As stated in the SEC's 2003 proposing release pertaining to audit committees:
The board of directors, elected by and accountable to shareholders, is the focal point of the corporate governance system. The audit committee, composed of members of the board of directors, plays a critical role in serving as a check and balance on a company's financial reporting system.
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Thus, the goal of increased regulation of corporate governance is to increase the quality of financial statement information.
Underlying these changes is the presumption that corporate governance affects the informativeness of reported earnings. Furthermore, regulatory reforms appear to be based on an objective function of maximizing earnings informativeness. In some sense, the issue at hand is the normative question of "What should corporate governance look like in order to maximize the information content of earnings?" 3 That question, however, is being asked and answered in a near vacuum of information on how corporate governance actually affects the information content of earnings. Although the link between reported earnings and market valuation has long been recognized in the literature [e.g., Ball and Brown (1968) , Beaver (1968) ], we currently lack a rich set of positive theories addressing how corporate governance actually affects the informativeness of reported earnings [Jensen (1983) ]. 4 We examine a sample of more than 1,200 publicly traded firms with annual shareholder meetings during the calendar year 2001 and find the following. We find that earnings response coefficients increase as corporate boards become more independent. We also find that more active boards are associated with higher earnings response coefficients. Moreover, the effects of board independence and activity are contingent upon one another. For example, our results suggest that increasing board independence has the greatest positive effect on the information 2 Securities and Exchange Commission Proposed Rule: Standards Relating To Listed Company Audit Committees, 17 CFR PARTS 228, 229, 240, 249 and 274 [RELEASE NOS. 33-8173; 34-47137; IC-25885; File No. S7-02-03] RIN 3235-AI75. 3 Jensen (1983) notes that the choice of objective function is, itself, a normative issue.
content of earnings when board activity is low. In addition, it appears that firms in which the Chief Executive Officer (CEO) and board chair (COB) positions are separated have more informative earnings. These findings suggest that the full board plays an important role in safeguarding the informativeness of the reported earnings numbers
We also find evidence suggesting that audit committees play a role in determining the information content of the earnings. When considering audit committee characteristics in isolation, we find that more independent and more active audit committees are associated with more informative earnings. Also, smaller audit committees are associated with more informative earnings. In a combined focus incorporating board and audit committee characteristics, however, we do not find a relation between audit committee independence and the information content of earnings. Although we have no direct evidence, we suggest that the observed lack of a relation between audit committee independence and the information content of earnings may result from the incremental benefits of greater independence being offset by a loss of expertise pertaining to firm financial reporting systems and internal controls.
We make two important contributions to the literature. Our first contribution arises from a focus on earnings informativeness, rather than on "earnings quality" when examining the effectiveness of boards and their audit committees. This provides a different perspective on the issues relative to many earlier studies. Notably, much of the prior literature addressing board and audit committee effectiveness has been hampered by the need to develop an appropriate characterization of earnings quality (typically a measure of accruals). Irrespective of the quality of earnings, the central issue surrounding reported accounting numbers is how well they inform the financial markets with respect to the true economic condition of the firm.
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In other words, earnings may be of low quality in the sense that they deviate substantially from cash flows, but they may still inform the market as to underlying firm value. It is this basic intuition that we rely on to motivate our examination of the information content of earnings as a function of board and audit committee characteristics.
Our second contribution is that we provide further evidence on the cross-sectional determinants of earnings response coefficients. Previous research suggests that earnings response coefficients are a function of several factors including growth opportunities, risk, size, and auditor quality amongst others. 6 We extend this work by providing evidence on how certain corporate governance characteristics, specifically those pertaining to the independence and activity of corporate boards and audit committees, affect cross-sectional variation in earnings response coefficients.
The paper proceeds as follows. In section 2 we provide background and develop our hypotheses. In section 3 we describe the data and provide our univariate and multivariate analyses. Section 4 concludes.
Background
Fama and Jensen (1983b) contend that boards play an important role in monitoring managerial actions. Empirical evidence consistent with that contention is extensive [e.g., Weisbach (1988) , Byrd and Hickman (1992) , Shivdasani (1993), Brickley, Coles, and Terry (1994) ]. Research has increasingly focused on the importance of the board and board committees in corporate governance.
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For example, Jensen (1993) argues that more independent as well as smaller boards are more effective monitors. Empirical evidence [Yermack (1996) and Vafeas (2000) ] supports this view. Vafeas (1999) concludes that board activity is an important dimension of board operations and reports that meeting frequency is related to ownership structure and firm valuation. Moreover, when examining the link between board committee structure and firm performance, Klein (1998) reports that the independence of key board committees is related to firm value. We extend this literature by focusing on the role of boards and audit committees in monitoring the accounting process and in assuring the veracity of accounting numbers.
Separating the CEO and COB positions may also strengthen corporate governance [Jensen (1993) ]. The evidence on this issue is, however, mixed. Goyal and Park (2002) report that the sensitivity of CEO turnover to performance is lower when the same individual is both CEO and COB. In contrast, Brickley, Coles and Jarrell (1997) suggest that, while there are potential benefits of separating the CEO and COB positions, there are also potential costs in that for some firms CEO/Chair duality may be an efficient outcome. Given the increased focus on separating the two positions and the mixed evidence in the literature, we also examine the association between earnings informativeness and CEO/Chair duality.
The Role of Audit Committees in the Valuation Process
Although recent events have led to an increased focus on audit committees, interest in their efficacy is not new. There has been notable demand for regulatory oversight of audit committee composition as a means of advancing audit committee effectiveness. During the late eighties, the Treadway Commission (1987) recommended that, "The board of directors of all public companies should be required by SEC rule to establish audit committees composed solely of independent directors." Similarly, the Commission on Public Trust and Private Enterprise (2003) recommends that "Members of the audit committee must be independent and have both knowledge and experience in auditing financial matters." Moreover, "…the board of directors should assess the independence and the qualifications of the members of the audit committee to ensure that each qualifies for membership on the committee." The Commission on Public Trust goes further to advocate the requirements of Sarbanes-Oxley that "…the audit committee be responsible for the appointment, compensation, and oversight of the work of the auditors, and that the outside auditors report directly to the audit committee." The responsibility of the audit committees for the internal audit process is also highlighted in the report. Specifically that "The internal auditor should have a direct line of communication and reporting responsibility to the audit committee, and he or she should attend all regularly scheduled audit committee meetings, report on the status of audits conducted by the internal audit group, report to the committee on other matters that the internal auditor, in his or her judgment, believes should be brought to the audit committee's attention, and meet with the audit committee in executive session." Put another way, the existence of an independent audit committee serves to enhance the veracity of both the internal and external auditing processes. Enhancing the veracity of the external auditing process helps guarantee the accuracy of firm financial statements and allows the capital markets to place greater reliance on reported results.
Early studies focused on the role of boards and audit committees in deterring managerial actions leading to fraud or SEC enforcement actions. For example, Beasley (1996) finds that independent boards are important in deterring accounting fraud, but that audit committees provide no incremental monitoring. Dechow, Sloan, and Sweeney (1996) examine firms subject to SEC enforcement actions for GAAP violations leading to overstated earnings and find that such actions are more likely with insider dominated boards and CEO/Chair duality.
Prior research has also focused extensively on accruals to measure earnings quality and earnings management. Firms with large accruals (often in absolute value terms) are assumed to have low-quality earnings numbers and firms with smaller accruals are thought to have higher quality earnings numbers.
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Others have addressed the link between the quality of accounting numbers and corporate governance. For example, in finding a negative relation between board and audit committee independence and abnormal accruals, Klein (2002) suggests that more independent boards are more effective monitors. Similarly, Peasnell, Pope and Young (2001) suggest that, in a sample of U.K. firms, the likelihood of income increasing accruals declines as board independence increases. More recently, Bowen, Rajgopal, and Venkatachalam (2002) report evidence of a weak relation between aggressive accounting choice and poorer corporate governance.
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Some researchers, however, have questioned the appropriateness of using accruals as a measure of earnings quality. Pike (2003) , for example, notes the implicit assumption in this research that discretionary accruals are related to opportunistic earnings management may not be the case. Others suggest methodological problems in accruals research. Collins and Hribar (2002) contend that earnings management tests based on accruals calculated from balance sheet values are potentially contaminated by measurement error in accruals estimates. Kothari, Leone, and Wasley (2002) suggest that performance-matching improves inferences but may still be problematic in some samples. Beaver (2002) and Kothari (2001) discuss the implications of these and other empirical considerations in capital markets research.
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As an alternative to focusing on accruals, researchers have examined earnings response coefficients (ERCs). This approach focuses on how the market reacts to unexpected earnings conditioned on characteristics of the firm and the contracting environment. This strand of the literature has taken several forms. First, there is a focus on the relationship between ERCs and earnings quality (including the pricing of discretionary accruals). Easton and Zmijewski (1989) report that ERCs are associated with risk, growth, and earnings variability. More recently, Defond and Park (2001) argue that when earnings surprises contain abnormal accruals, anticipated accrual reversals affect ERCs. Similarly, Core, Guay, and Kothari (2001) and Huson, Scott, and Wier (2001) argue that the existence of potentially dilutive securities attenuates the earnings-return relationship. Alternative approaches to measuring quality include those of Imhoff (1992) who finds that firms with higher analyst perceptions of earnings quality produce larger earnings response coefficients than their low quality counterparts. Similarly, Imhoff and Lobo (1992) report that ERCs increase with increased dispersion of analyst forecasts.
Second, papers have focused on earnings informativeness and corporate governance features of the contracting environment. For example, Teoh and Wong (1993) suggest that ERCs for Big Eight audit clients are larger than those for Non Big Eight clients. Choi and Jeter (1992) report that ERCs decline after the issuance of qualified audit reports. Other studies have examined aspects of ownership structure. Warfield, Wild and Wild (1995) Finally, several papers have examined the link between ERCs and corporate governance by focusing on the board or audit committee [Wild (1994 [Wild ( , 1996 and Vafeas (2000) period and finds that earnings informativeness is unrelated to board independence but increases as board size decreases.
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We extend the literature examining the link between corporate governance and earnings quality by focusing on the market's reaction to earnings numbers conditioned on corporate governance characteristics. We rely on the intuition that, despite their quality, earnings may still inform the market as to underlying firm value. Specifically, we examine earnings informativeness as a function of board and audit committee characteristics including board and audit committee size, independence, activity, and CEO/Chair duality. Moreover, we do so by studying a large sample of firms during 2001 -a period of heightened focus on corporate governance and, in particular, an increased focus on the role of corporate boards and audit committees.
10 Also see reviews by McNichols (2000) and Healy and Whalen (1999) . 11 Our paper is also related to recent research documenting relations between boards or audit committees and external auditors and audit fees [e.g., Antle, Gordon, Narayanmoorthy, and Zhui (2002) , Asbaugh, Lafond and Mayhew (2003) , Carcello and Neal (2000, 2003) , Frankel, Johnson and Nelson (2002) , and Larcker and Richardson (2003)].
Hypothesis Development
We argue that the markets' perception of accounting numbers is a function of firms' corporate governance. In very general terms, then, our hypothesis is that the stronger the firm's corporate governance, the less noise there is in accounting numbers. This suggests that earnings response coefficients (the market's reaction to unexpected earnings) should be greater for firms with better governance. In particular, we focus on corporate governance in terms of the independence, size, and activity of both the full board and the audit committee. To that end, we have three central hypotheses. Stated in the null form:
Earnings response coefficients are unrelated to board and audit committee independence.
H 2 : Earnings response coefficients are unrelated to board and audit committee size.
H 3 : Earnings response coefficients are unrelated related to board and audit committee activity (the number of reported meetings).
Our priors are that ERCs are positively related to independence, negatively related to size, and positively related to activity. There are several other considerations in our analysis. First, we recognize that board and audit committee attributes may be interdependent. For example, the effect of increasing audit committee independence may depend on audit committee activity.
Consequently, we examine interaction terms among our measures of independence and activity.
Second, although our focus is on the effects of board and audit committee characteristics on the information content of earnings, other aspects of the governance environment may also be relevant. In particular, proponents of governance reform have advocated separating the CEO and
Chairman of the Board positions to strengthen corporate governance. As discussed previously, the evidence on this issue is mixed. Thus, we also investigate whether or not CEO duality is associated with earnings informativeness. Our fourth hypothesis, also stated in null form, is:
Earnings response coefficients are unrelated to CEO duality.
Finally, previous research indicates that other factors may influence the earnings-return relationship, thus we incorporate additional control variables into our analysis as discussed in Section 3 below.
Data and Empirical Analysis
In this section we describe our data and present empirical tests of our hypotheses.
Sample
The data we use to describe boards and audit committees comes from the Investor The IRRC data provides us with board characteristics including board member affiliation, ownership, and the frequency of board and audit committee meetings. The IRRC sample is drawn from those firms that constitute the S&P Super 1,500 and other large widely followed firms. We eliminate those observations that do not have all of the data items available for the multivariate analysis (see below). Further, we eliminate those observations where boards met more than twelve times in a year (6% of firms) or where audit committees met more than seven times in a year (6.5% of firms). We do so to eliminate the potential influence of unusual corporate events (e.g., financial distress) on our analysis.
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The resulting sample covers a broad spectrum of 1,241 firms with market values of equity ranging from a $11 million to $476 billion.
Other financial characteristics of the sample are reported in panel B of table 1.
We examine several characteristics of boards and audit committees and the relations of those characteristics to the information content of earnings. One feature that we consider is the relative independence of the board and audit committee members. Characterizing the independence of the board and audit committee members requires some taxonomy for independence. We follow the taxonomy typically used in the literature and focus on the nature of the board member's affiliation with the firms on whose boards they sit. Independent outside directors are those who have no relation with the firm other than their appointment as a director.
That is, they are not current or former employees, they are not related to managers, their firms do not do business with the firm on whose board they sit, etc. Directors who are current employees of the firm are classified as insiders. Affiliated, or gray directors, are those directors who, while not current employees of the firm, have a business relation with the firm or were previously employed by the firm. Because of the potential for affiliated outside directors to act in the interests of management much of our focus is on independent outside directors (as opposed to affiliated and independent outside directors combined).
Panel A of table 1 provides descriptive statistics for the sample boards and audit committees. Panel A reports that the boards in our sample have, on average, 63.3% independent directors. The median is 66.7%. Audit committees are 88.2% independent on average (100% median). Contrasting the results for the full board with those of the audit committee suggests that audit committees are characterized by a concentration of independent board members. We also conjecture that board and audit committee activity, as captured by the number of meetings that each holds, are potentially relevant to the information content of earnings. Panel A of table 1 reports that the full board meets an average (median) of 6.6 (6) times per year. Audit committees 12 Our results are, however, unchanged when we include observations with extreme numbers of board or audit meet less frequently with the average (median) number of audit committee meetings being 4 (4).
Finally, board and audit committee average sizes are 9.4 members and 3.6 members, respectively.
Nearly 27% of firms have different individuals occupying the CEO and Board Chair positions. As discussed above, previous research suggests that separation of the CEO and
Chairman of the Board positions may affect firm value [Jensen (1993) and Goyal and Park (2002) ]. If co-location of the CEO and Chairman positions leads to a poorer contracting environment, then the market may find any given level of unexpected earnings less compelling than if the positions were separated. We expressly examine this hypothesis in our empirical tests.
Ultimately, we want to examine the information content of earnings announcements as a function of board and audit committee characteristics. To do so, we require some model of investor expectations to capture the relation between new information coming to the market and the market's response to that new information. We rely on two different measures of expected earnings throughout our analysis-a seasonal random walk [consistent with recent studies such as Francis, Schipper and Vincent (2003)] and the most recent analyst forecasts [see for example, Teoh and Wong (1993) ]. Using these proxies for expected earnings we calculate our measure of unexpected earnings as the difference between reported earnings and expected earnings scaled by the closing stock price on the last day of the fiscal year. In the analysis that follows, we report only those results for our analysis using the seasonal random walk model of expectations, but we note in the text when the results differ using mean analyst forecasts. 
The information content of earnings
We hypothesize that the information content of earnings, specifically the amount of value-relevant information that the market derives from a given amount of unexpected earnings, is a function of board and audit committee characteristics. Following the methodology of Teoh and Wong (1993), we examine the extent to which the information content of accounting earnings is contingent upon board and audit committee characteristics. To do so we use regressions of the following general format:
(The Governance terms in the above regression specification include each of the relevant board and audit committee characteristics, and CEO/Chair duality.) The marginal effect of unexpected earnings on abnormal returns is captured by the following relation:
Earnings response coefficient research typically focuses on the regression coefficient, βˆ, to capture the relation between unexpected earnings and returns. Our regression specification allows for that relation to be conditional on the board and audit committee characteristics (and a group of control variables). Thus, our regression specification allows us to examine the relation between unexpected earnings and the market's response, conditional on the various characteristics of the board and audit committee. Additionally, recent research suggests that there are potentially important interaction effects between board and audit committee independence and board and audit committee activity [Abbot, Parker, Peters, and Raghunandan (2001), Carcello, Hermanson, Neal, and Riley (2000) , Klein (2000 Klein ( , 2002 ]. Consequently, we include interactions terms for board independence and board activity and for audit committee independence and audit committee activity in our empirical analysis.
While we are interested in the effect of board and audit committee characteristics on the information content of earnings, it is important that we control for other factors that may be related to the information content of earnings. For example, the market's response to a given piece of earnings information is likely to be contingent on the market's perception of the persistence of those new earnings [Kormendi and Lipe (1987) , Collins and Kothari (1989), Lipe (1990) ]. Collins and Kothari (1989) contend that the ratio of a firm's market value to its book value is a positive function of earnings persistence. Smith and Watts (1992) argue that marketto-book ratios proxy for a firm's growth opportunities and growth opportunities may also affect the information content of earnings. Thus, we use the market-to-book ratio to proxy for crosssectional variation in the persistence of earnings and firm growth opportunities. We calculate the market-to-book ratio as the market value of equity divided by the book value of common shareholders' equity.
Firm size may also be an important determinant of the information content of earnings announcements. For example, Atiase (1985) suggests that just prior to earnings announcements the market has better information for larger firms than for smaller firms. Greater pre-earnings announcement disclosure would attenuate the market's response to a given earnings announcement. Thus, we would expect that a given level of earnings surprise would be greeted with a greater market response for large firms than for small firms. We calculate firm size as the market value of equity plus the book value of long-term debt plus the book value of preferred stock. 13 We also suspect that the firm's information environment affects the market's assessment of earnings surprises (Imhoff and Lobo (1992) ). In particular, if the information environment is relatively poor, then the market will have difficulty in interpreting earnings announcement. That being the case, a given level of unexpected earnings should convey more information (i.e., be more of a surprise) for those firms with less volatile returns. We proxy for the information environment by calculating the standard deviation of daily returns over the firm's prior fiscal year.
Each of the above control variables captures some aspect of the firm that may be related to the market's response to a given level of unexpected earnings. It may be the case that the market's perception of the information content of earnings is also affected by what we might generally refer to as the contracting environment. Our interest is in the incremental effects associated with various characteristics of boards and audit committees. Other aspects of the contracting environment may also be relevant. For example, when managerial and investor incentives are better aligned, the market may find a given level of unexpected earnings more compelling than it would if director and officer ownership was low. Thus, we control for ownership in the firm by officers and directors in the regression analysis.
Board characteristics and the information content of earnings
We examine the effect of various board characteristics on the information content of earnings in table 4. In the first three columns of table 4 we introduce each board characteristic individually and in the final regression we include all of the board characteristics. The results reported in the first and fourth regressions of table 4 suggest that earnings announcement returns are positively related to the independence of full boards. This suggests that a given level of unexpected earnings generates a greater market reaction (in the same direction) the more independent is the full board. Put differently, earnings are more informative for firms whose boards are relatively independent. This result is consistent with our hypothesis that the relation between unexpected earnings and abnormal returns depends upon board independence.
We also hypothesize that board activity (as measured by the number of board meetings) is related to the information content of earnings. Active boards are thought to be indicative of more credible earnings numbers, all else equal. The results in table 4 suggest that board activity is, in fact, relevant to the information content of earnings. In the final regression of table 4, higher levels of board activity lead to greater market reactions to a given level of unexpected returns (pvalue = .057). These results suggest that the information content of earnings increases with board activity. 13 Because firm size is highly skewed, we use the natural log of firm size in the multivariate analysis.
It is interesting to note, however, that the results on the interaction term between board independence and the number of board meetings suggest a more complex relationship between board independence and activity, and the information content of earnings. For example, in the last regression of table 4 the coefficient on the interaction term between board independence and the number of meetings is negative and statistically significant (p-value = .027). This result suggests that the effect of each of the board characteristics on the information content of earnings is dependent upon the other. For example, the effect of an increase in board independence is contingent upon board activity. Consider two boards with relatively few independent directors where one meets infrequently and the other meets with greater frequency. Increasing independence will tend to have a larger effect on the information content of earnings for the board that meets infrequently than it will for the board that meets with greater frequency. To see this, remember that the marginal effect of unexpected earnings on abnormal returns is given by the following: 
Audit committee characteristics and the information content of earnings
We consider the effect of various audit committee characteristics on the information content of earnings in table 5. As was the case with the full board, we examine the relevance of independence, activity, and size in affecting the information content of earnings. The first audit committee characteristic that we examine is audit committee independence. When we include only those terms involving audit committee independence (the first regression in table 5), we find little relation between audit committee independence and the information content of earnings.
When we include all of the audit committee characteristics in the final regression of table 5, the coefficient on audit committee independence is positive and statistically significant (p-value = .017). This result suggests that earnings surprises from firms with more independent audit committees are more informative than earnings surprises from firms with less independent audit committees.
Like full board activity, the information content of earnings appears to be positively related to audit committee activity (p-value = .053). The relation using analyst forecasts as our measure of expected earnings is positive as well, but at a lower level of statistical significance (pvalue = .159). Also similar to the interaction between board independence and board activity, the results in the last column of table 5 suggest that the effects of audit committee independence and activity are conditional upon one another. The relation persists when using analyst forecasts, albeit at a lower level of significance (p-value = .166). Increasing audit committee independence has the greatest effect on the information content of earnings when audit committee activity is low. When audit committees are active, however, the relative effect of increased audit committee independence on the information content of earnings is reduced.
Our earlier results on board characteristics suggest that the information content of earnings is unrelated to the size of the full board. This does not appear to be the case for audit committee size. In the final regression of table 5 we find that the information content of earnings is negatively related to audit committee size (p-value = .046).
14 This result suggests that the market perceives the earnings number to be more informative when audit committees are smaller.
One question that arises is the potential for nonlinearities. For example, Klein (2002) finds that evidence of non-linearity in the relation between audit committee independence and earnings quality (as captured by discretionary accruals). She finds that discretionary accruals are greatest when audit committees are least independent and that discretionary accruals decline with audit committee independence. She does not find, however, any difference in discretionary accruals for firms with completely independent audit committees and those that do not have completely independent audit committees. Those results suggest the possibility that the relation between the information content of earnings and audit committee independence may be nonlinear. To address the possibility that the relation is non-linear we add a term to our previous analysis equal to the squared independence of the audit committee. The squared term offers one mechanism by which we might identify a non-linear relation between the information content of earnings and audit committee composition. The coefficient on this new term is negative, but statistically insignificant, suggesting that non-linearity (at least as it would be captured by a squared term) is not an issue in the relation between audit committee independence and earnings informativeness.
Similar to the analysis of full boards, our focus on audit committee suggests audit committee characteristics are relevant to the information content of earnings. Audit committee independence appears to be important in that the information content of earnings increases with the degree of audit committee independence.
The incremental effect of board and audit committee characteristics on the information content of earnings
Our previous analysis focuses on board and audit characteristics individually. We now turn our attention to the incremental effect each has on the information content of earnings. In table 6 we regress earnings announcement returns on board and audit committee characteristics together. Our earlier inferences with respect to the relevance of board characteristics remain.
Even while controlling for audit committee characteristics, board independence and board activity remain important determinants of the information content of earnings. The information content of earnings is positively related to board independence and (weakly) to board activity (pvalues = < .001 and .135, respectively). These results suggest that the board plays an important role in the market's perception of the information content of earnings.
Audit committee size continues to affect the information content of earnings when we control for the characteristics of the full board. Specifically, the negative and significant (p-value = .001) coefficient on audit committee size suggests that the market finds the earnings of firms with smaller audit committees to be more informative than the earnings of firms with larger audit committees. This result is consistent with smaller committees being more effective in their governance roles and thus, the market lends greater credibility to the earnings numbers of firms with small audit committees relative to the earnings of firms with large audit committees.
It is also interesting to note in table 6 that audit committee independence is unrelated to the information content of earnings. This result runs counter to our earlier result in table 5. Table 7 suggests a possible explanation. In table 7, the Pearson (Spearman) correlation between board independence and audit committee independence is .566 (.497). The coefficient on audit committee independence represents the influence of audit committee independence that is not related to full board independence on the information content of earnings. A large portion of audit committee independence is explained by full board independence. The portion of audit committee independence that is unrelated to full board independence has no effect on the information content of earnings. Results in table 1 suggest that audit committees tend to be more independent than full boards. That is, there is some level of audit committee independence above and beyond that of the full board. That result combined with the results in table 6 suggests little benefit associated with the incremental independence of audit committees-at least with respect to the information content of earnings.
Fama and Jensen (1983b) , Klein (1998) , and Klein (2002) suggest a possible explanation.
They contend that non-independent directors, such as former employees, offer expertise about the firm that is unavailable from independent outside directors. In the context of the information content of earnings, it may be the case that a former employee (e.g., a retired CFO) has detailed knowledge of a firm's accounting systems and internal controls. That knowledge leaves the former employee with a greater ability to "ask the right questions." That specialized knowledge may make up for any perceived loss in independence. In our sample the median number of audit committee members is three. Less-than-complete audit committee independence implies (at most) independence of 66.7%. As noted earlier, boards in our sample are 63.3% independent, on average. Our results appear to suggest that complete independence of the audit committee does not noticeably increase the information content of earnings. Again, one possible explanation is that complete independence could exclude potential committee members with valuable knowledge with respect to the accounting systems and internal controls of the firm. That is, a better informed, but slightly less independent audit committee may produce earnings numbers with comparable information content to those produced by a more independent, but less well informed counterpart. It should be noted, however, that our results are merely suggestive and caution should be taken in their interpretation.
Conclusions
Prior work suggests that a number of corporate governance characteristics influence earnings management and potentially the informativeness of earnings. We extend the literature by examining earnings informativeness as a function of corporate governance characteristics.
Specifically, we focus on how the market reacts to earnings surprises conditioned on the independence, activity, and size of both boards and audit committees. Furthermore, we examine whether or not separating the role of CEO and Chairman of the Board is related to the informativeness of earnings.
Our findings suggest that characteristics of both the full board and the audit committee are indeed related to the information content of earnings. Focusing on the full board we find that earnings informativeness increases with board independence and activity, but is unrelated to board size. Furthermore, the relationship between board independence and activity is complex.
The information content of earnings increases with independence regardless of board activity, but it increases more if board activity is low. In contrast, the information content of earnings increases with activity regardless of independence, but increases more if board independences is low. We also find that separating the roles of CEO and Chair is associated with increased earnings informativeness.
When focusing on the audit committee our results differ somewhat. Specifically, when examining only audit committee independence and activity, we find that the information content of earnings increases with audit committee independence and activity. We find strong evidence that smaller audit committees are associated with earnings more informative earnings. When we examine board characteristics and audit committee characteristics together, however, we find that audit committee independence unrelated to the independence of the full board is unrelated to the information content of earnings. Put another way, some element of audit committee independence is explained by board independence. Audit committee independence beyond this level appears to have no effect on earnings informativeness.
Our findings have implications for regulators. First, our results inform the debate over proposed changes pertaining to board and audit committee membership. Moreover, our analysis highlights that the relationships are complex in that elements of the full board and the audit committee appear to interact. One interpretation of our findings is that audit committee independence beyond that of the full board does not increase the information content of earnings.
We conjecture that a single non-independent audit committee member (such as a former employee) may offer expertise with respect to the accounting systems and internal controls that would be unavailable if the audit committee was completely independent. If this is the case, mandating that audit committees be completely independent may offer little incremental benefit with respect to the information content of earnings. Our financial data is for 1,241 firms that filed proxy statements in 2001 (from the S&P Super 1,500 and other large firms) and comes COMPUSTAT. Leverage is long-term debt divided by total assets. Size is the book value of both current and long-term debt plus the book value of preferred stock plus the market value of common equity. Our data is for 1,241 firms that filed proxy statements in 2001 (from the S&P Super 1,500 and other large firms) as covered by the Investor Responsibility Research Center (IRRC). Earnings expectations are calculated using a seasonal random walk model. Ten deciles are created based on unexpected earnings. Means (medians) for various board and audit committee characteristics are then calculated within unexpected earnings deciles. Our sample consists of 1,241 firms that filed proxy statements in 2001 (from the S&P Super 1,500 and other large firms) as covered by the Investor Responsibility Research Center (IRRC). The dependent variable is the cumulative abnormal return from day -1 through day +1 where day 0 is the earnings announcement date. Unexpected earnings are calculated using a seasonal random walk model. All independent variables (except unexpected earnings) are interacted with unexpected earnings. UEP is the unexpected earnings scaled by the price at the fiscal year-end. BrdIndep is the number of independent board members scaled by the total number of board members. BrdSize is the total number of board members. BrdMeetings is the number of meetings held by the board during the year. SepCEO&Chair is a dummy variable equal to 1 if the CEO and Chairman are different people and zero otherwise. D&OHold is the percentage of stock held by directors and officers. lnSize is the natural log of (current debt + long-term debt + market value of equity + preferred stock). MktBk is the market to book ratio at fiscal year-end. StdDev is the standard deviation of the previous fiscal year's returns. p-values are in parentheses. Our sample consists of 1,241 firms that filed proxy statements in 2001 (from the S&P Super 1,500 and other large firms) as covered by the Investor Responsibility Research Center (IRRC). The dependent variable is the cumulative abnormal return from day -1 through day +1 where day 0 is the earnings announcement date. Unexpected earnings are calculated using a seasonal random walk model. All independent variables (except unexpected earnings) are interacted with unexpected earnings. UEP is the unexpected earnings scaled by the price at the fiscal year-end. AudIndep is the percentage of the audit committee that consists of independent directors. AudSize is the number of board members serving on the audit committee. AudMeetings is the number of times per year the audit committee meets. lnSize is the natural log of (current debt + long-term debt + market value of equity + preferred stock). MktBk is the market to book ratio at fiscal year-end. StdDev is the standard deviation of the previous fiscal year's returns. p-values are in parentheses. Our sample consists of 1,241 firms that filed proxy statements in 2001 (from the S&P Super 1,500 and other large firms) as covered by the Investor Responsibility Research Center (IRRC). The dependent variable is the cumulative abnormal return from day -1 through day +1 where day 0 is the annual earnings announcement date. Unexpected earnings are calculated using a seasonal random walk model. All independent variables (except unexpected earnings) are interacted with unexpected earnings. UEP is the unexpected earnings scaled by the price at the fiscal year-end. BrdIndep is the number of independent board members scaled by the total number of board members. BrdSize is the total number of board members. BrdMeetings is the number of meetings held by the board during the year. AudIndep is the percentage of the audit committee that consists of independent directors. AudSize is the number of board members serving on the audit committee. AudMeetings is the number of times per year the audit committee meets. SepCEO&Chair is a dummy variable equal to 1 if the CEO and Chairman are different people and zero otherwise. D&OHold is the percentage of stock held by directors and officers. lnSize is the natural log of (current debt + long-term debt + market value of equity + preferred stock). MktBk is the market to book ratio at fiscal year-end. StdDev is the standard deviation of the previous fiscal year's returns. p-values are in parentheses. BrdIndep is the number of independent board members scaled by the total number of board members. BrdSize is the total number of board members. BrdMeetings is the number of meetings held by the board during the year. AudIndep is the percentage of the audit committee that consists of independent directors. AudSize is the number of board members serving on the audit committee. AudMeetings is the number of times per year the audit committee meets. SepCEO&Chair is a dummy variable equal to 1 if the CEO and Chairman are different people and zero otherwise. D&OHold is the percentage of stock held by directors and officers. p-values are in parentheses.
